


Behavior Under Alternative Taylor Rules

To gauge the robustness of the model’s benchmark prescription for monetary policy, we also
generate forecasts assuming that the policymaker adopts one of the alternative Taylor rules
shown in Table 1.°

The key features of the forecasts under the alternative policy rules are as follows:

* The policy rules suggest that the federal funds rate should rise at a fairly rapid pace over
the next three years—more rapidly than suggested by the baseline rule or the financial
markets.

* The more accommodative monetary policies are associated with more rapid output growth
and higher inflation.

* The major differences among the forecasts are in near-term output growth and inflation
(as well as in the near-term federal funds rate). The new model generates very persistent
inflation and interest rate outcomes.

* By the end of 2019, the forecasts for output have largely converged. However, the
outcomes for inflation, interest rates, and the unemployment rate all show significant
deviations from the baseline path through the forecast horizon. An important difference
across the baseline and alternative rules is how the output gap is measured. The baseline
rule uses a growth gap—the deviation of output growth from its longer-run trend. The
alternative Taylor rules use a level gap—the deviation of the level of output from the
flexible-price alternative.

* The federal funds rate under the alternative policy rules reaches 4 percent or a bit above
by the end of 2020, which is well above current market expectations of what the federal
funds rate will be at that time.

The alternative policy rules show significant differences in the paths for inflation and interest rates
compared with the baseline forecast. The primary reason that the alternative Taylor rules show
higher interest rates, lower near-term inflation, and lower near-term output growth is that the
rules use a different output gap compared with the baseline rule. The model estimates that the
output gap in levels is currently about positive 0.9 percent and falls gradually to about 0.6 percent
at the end of 2021. In NKDSGE models, the level of output depends on the future path of interest
rates—hence, higher future interest rates are needed to bring the level of output down to the

5 When generating the forecasts under the alternative policy rules, we assume that the state of the economy up to
and including the fourth quarter of 2018 is the same as that implied by the baseline rule calibration of the model.
Given the state variable history, we then switch rules and forecast under the alternatives beginning in the first quarter
of 2019. In this framework, the switch in policy rules is not anticipated by the model agents, and they expect the new
rule to be in place for all future periods.












Figure 3: Unemployment Rate

Figure 4: Federal Funds Rate
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Figure 5: Baseline Forecast Comparisons

Figure 5a: Real GDP Growth
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Figure 5b: Core PCE Inflation Growth
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Figure 5c: Unemployment Rate
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Figure 5d: Federal Funds Rate
Percent (Q4)
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Note: Historical data have been retrieved from Haver Analytics.
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